
To: Students in MGT. 205A 

From: Dan Mitchell, Professor 

Subject: Week 3  

 

Reminder: The deadline may seem far away but 

now is a good time to do preliminary work on 

your project.   

 

In week 3, we continued with our analysis of 

the factor model of trade.  We reviewed the 

route we used originally for the Ricardian 

model: Establish the supply-side conditions, 

determine the production possibility curves, 

and analyze the effect of opening up trade.  

Because there are two factors, the 

possibility of income redistribution opens 

up.  Generally, it turns out that labor will 

benefit (real wages go up) if labor-intensive 

production is expanded.  Capital benefits if 

capital intensive production is expanded. In 

analytical terms, the wage/rental ratio 

varies in accord with the capital/labor 

ratios in the 2 industries.  Expanding 

production in the labor-intensive industry 

(the one with the higher capital/labor 

ratio), paradoxically raises the 

capital/labor ratio in both industries, even 

though the national capital/labor ratio is 

fixed. 

The two-factor model avoids complete 

specialization of production.  But the cost 

is that comparative advantage becomes 

ambiguous, since the autarky price ratio can 

vary with demand conditions.  Hence, in a 2-

country model, we cannot state with assurance 

which country will export which good when 

trade is allowed.  However, the Heckscher-

Ohlin (H-O) model adds some constraints that 

permit a prediction based on supply side 

conditions. 

 

 

H-O assumptions are 1) factor-intensity 

reversals do not occur.  (The capital-

intensive industry in one country is also the 

capital-intensive industry in the other).  

This is not a bad assumption empirically.  2) 

Technology is the same worldwide.  We know 



that technology can be exported and imported.  

So this assumption seems more realistic than 

the Ricardian story of completely different 

technology.  (However, there are lags in the 

real world in the spread of technology, so 

the Heckscher-Ohlin assumption may overdo 

it).  3) The countries have "similar" and 

not-too-biased tastes.  This is a crude 

demand constraint that sneaks in so that 

predictions of comparative advantage based on 

supply side characteristics become possible. 

 

 

The H-O prediction is: A country will export 

goods intensive in the factor they have in 

relative abundance.  Example: the prediction 

is that labor-abundant countries will export 

labor-intensive products. 

 

 

How well does this prediction stand up?  When 

it was first tested by Wassily Leontief after 

World War II on U.S. trade, the model was 

contradicted - the so-called "Leontief 

paradox."  The U.S., which was surely the 

world's capital abundant country at that time 

exported labor intensive goods.  However, the 

world after World War II was hardly a garden 

of free trade.  Heavy trade restrictions 

abounded and many economies were distorted by 

wartime damage. 

 

 

Nonetheless, the fact that a paradox was 

uncovered led to substantial research on 

understanding trade patterns. It was noted 

that just talking about "labor" and "capital" 

was insufficient.  Labor comes in many 

varieties and can be divided by skill, 

education, etc.  Capital includes private 

capital as well as infrastructure and 

intellectual capital (investment in R&D, 

etc.).  (Note that all this implies that 

countries can change their comparative 

advantages by investing in such things as 

education, capital, infrastructure, etc.)  

And there are natural resources including 

soil conditions, climate, deposits of 

valuable materials (oil, coal, etc.). 

 



 

In fact, once these elements are taken into 

account, the H-O model is quite helpful in 

understanding current trade patterns.  After 

the 1960s, the simple H-O model seems to work 

for countries whose economic stages of 

development are quite different.  Example: 

The U.S. imports labor-intensive goods from 

China (apparel, shoes, toys, electronic 

assemby).  It exports capital-intensive goods 

such as aircraft to China. 

 

 

Note: The experience of the "4 tiger" 

countries (and Japan before them) suggests 

that raw labor is not enough. There needs to 

be basic education so that an effective labor 

force is created.  Illiterate peasants may 

not be good modern factory workers.  Some 

basic infrastructure is needed to bring goods 

to market.  These include such obvious items 

as roads and ports, but also communications 

such as telephones, cell phones, and 

computers.  Once these preconditions are met, 

export-led growth becomes possible, initially 

through labor-intensive products.  (Later, as 

in Japan, the comparative advantage in labor-

intensive products erodes relative to other 

labor-abundant countries at earlier stages of 

development.)  Less-developed countries that 

don't make these investments are likely to 

end up as primary product exporters.  They 

may have a lot of labor in terms of 

population but they lack the means to 

actualize that labor and direct it toward 

competitive labor-intensive industries. 

 

 

A related issue is "factor price 

equalization."  The H-O model predicted that 

returns to labor and capital would tend to 

equalize.  The Samuelson factor price 

equalization theorem (proved in your Study 

Guide) shows that in fact - given all the 

assumptions of free trade, etc. - factor 

prices would equalize.  Of course, in the 

real world we find wide differences in 

returns to labor.   



 

The empirical data we looked at did seem to 

indicate a kind of wage convergence among 

developed countries from 1960 to the late 

1990s.  During this period, trade expanded, 

trade barriers were reduced through 

negotiations, and technology was transmitted 

via expanding multinational firms.  So the 

world became more "Heckscher-Ohlin-ish", 

perhaps contributing to the wage convergence.  

The four-tiger countries seem to have been 

tracking Japanese wage convergence with the 

U.S.  But not all developing countries 

exhibit such wage convergence.  Our empirical 

data on Mexico did not show convergence, for 

example. 

 

There has been concern that high-wage 

countries might experience an erosion in wage 

levels as competition - through the 

export/import markets - puts their labor 

head-to-head against labor in low-wage 

countries.  (Our video clip on Nike made this 

point.)  There is debate as to the role of 

trade in this trend in the past and - more 

importantly - whether the future will see 

greater tendencies in that direction. 

 

These concerns are important partly because 

more low-wage countries are trying to follow 

the earlier paths of Japan and the 4-tiger 

countries.  For the U.S., Mexico is small now 

in terms of GDP but has a large population 

and labor force that might be actualized 

particularly if education and infrastructure 

are improved.  Hence, the strong debate about 

NAFTA.  The advent of China (and perhaps 

India) entering the world market economy with 

a strategy of export-led growth puts a 

potentially large population and labor force 

into international competition.  India is 

beginning to open its economy to trade. 

 

 

Although there is fear of the consequences of 

such competition in high-wage countries, 

there is also the possibility that the new 



players in fact will follow the example of 

Japan and convert themselves over time into 

high-wage countries by turning their growth 

toward capital investment and rising living 

standards. 

 

 

One moderating factor, however, is the 

existence of a large "domestic" sector in 

economies such as the U.S.  There are many 

domestic industries that are not in direct 

trade competition: construction, railroads, 

retailing, restaurants, etc.  For the U.S., 

even a big trade expansion can have only 

limited effects in shifting workers across 

industries. 

 

 

We then moved into the next unit of the 

course: commercial policies such as tariffs, 

quotas, and subsidies through which 

governments seek to affect trade flows.  

Three players can be considered in evaluating 

the consequences of such policies, consumers, 

producers, and government.  We have 

introduced the concept of consumers' surplus 

and producers’ surplus.  Government revenue 

(through tariffs) must also be considered.  

We combined the three and looked at the 

consequences for welfare when a tariff was 

imposed. 

 

 

A good exercise - to make sure you understand 

the material of unit 3 - is to work through 

examples that differ from those that are 

discussed in class.  How would you analyze an 

import subsidy?  An export tariff?  An export 

subsidy?  

 

 

We looked at U.S. tariff history from the 19th 

century onwards.  For many decades before 

World War II, tariff policy was conditioned 

by sectional differences (north vs. south) 

and related political differences 

(Republicans vs. Democrats).  The 

north/Republicans tended to favor high 

tariffs and protection.  The south/Democrats 

ended to favor low tariffs and free trade.  



We can see this in the Republican Smoot-

Hawley Tariff of 1930 and the subsequent 

attempt by the Roosevelt administration after 

it took off in 1933 to lower tariffs through 

reciprocal trade treaties with MFN clauses. 

 

In the immediate postwar period, U.S. 

political tensions over trade issues spilled 

over into the world arena.  (We will see 

later in the course the same spillover 

occurred with regard to world monetary 

policy.) 

 

GATT was established but the idea of an 

International Trade Organization (ITO) was 

killed by congressional resistance.  

Formation of the Common Market in Europe and 

the rise of multinational firms in the U.S. 

created a new dynamic among the political 

parties that (net) tilted toward negotiating 

tariff reductions.  Republicans tended to 

move toward a free trade position; Democrats 

tended to move in the other direction.  But 

the parties are no longer clear in their 

stances.  Generally, presidents have pushed 

for authority to negotiate freer trade.  Some 

in Congress in both parties have resisted 

that direction in policy.  But the position 

of presidents may depart from their party’s 

position.  Thus, Reagan imposed various trade 

restrictions during the 1980s on autos and 

other products.  President George W. Bush 

gave temporary protections to steel.  

President Clinton favored ratification of 

NAFTA (after negotiating some side letters on 

labor and environmental standards). 

 

The Kennedy Round in the 1960s was a major 

development in tariff reduction.  It was 

followed by the Tokyo round in the 1970s 

(expanding to non-tariff barriers) and the 

Uruguay Round in the 1980s and early 1990s 

that created the WTO.  (The WTO is in a sense 

the successor to the stillborn ITO of the 

late 1940s.)  In addition, the EU expanded 



and NAFTA was formed.  

 

Preview: We will be looking at justifications 

for protection next week.  Remember: 

Ricardo’s “proof” that free trade was better 

than no trade isn’t quite on point.  The 

issue is whether free trade is better than 

some versions of restricted trade. 


